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SUBJECT: Enterprise Zone/ Research and Devel opnent Credit

DEPARTMENT AMENDMENTS ACCEPTED. Amendments reflect suggestions of previous analysis of hill as
introduced/amended

X AMENDMENTS IMPACT REVENUE. A new revenue estimate is provided.

AMENDMENTSDID NOT RESOLVE THE DEPARTMENT’'S CONCERNS stated in the previous analysis of bill as
X introduced February 19, 1998 .

FURTHER AMENDMENTS NECESSARY .

DEPARTMENT POSITION CHANGED TO

REMAINDER OF PREVIOUS ANALY SIS OF BILL ASINTRODUCED/AMENDED STILL APPLIES.
X OTHER - See comments below.

SUWARY OF BILL

Under the Personal |ncone Tax Law (PITL) and the Bank and Corporation Tax Law
(B&CTL), this bill would provide businesses operating a trade or business in a
new y designated enterprise zone a credit for 80% of the anpunt paid for research
and devel opnment, as defined, perforned at the taxpayer's trade or business

| ocated in the new enterprise zone.

Under the Governnment Code, this bill would require the Trade and Commerce Agency
(TCA) to designate an additional enterprise zone. This bill would specify that
TCA coul d designate only an area that neets certain additional criteria. This
bill would specify that all tax incentives provided to existing enterprise zones

under the Revenue and Taxation Code would apply to the new enterprise zone
designated under this bill.

SUMVARY OF ANMENDMENT

Under the PITL and B&CTL, the April 13, 1998, anendnents woul d make the foll ow ng
changes:

1. Extend the sunset date of the credits from January 1, 2009, to January 1, 2020.
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2. Increase the percentage of research and devel opnent expenses that qualify for
the credit from75%to 80%

3. Renpbve references to businesses operating in the County of Merced and instead
refer to businesses |located in the enterprise zone that woul d be desi gnated
under this bill.

Under the Government Code, the April 13, 1998, amendnents woul d renove the
provisions relating to research and devel opnent incentive program and instead
require TCA to designate a new enterprise zone, as discussed bel ow

The amendnents woul d resol ve one of the inplenmentation considerations discussed
in the department's analysis of the bill as introduced February 19, 1998, by
providing a definition for "research and devel opnent." The remai ni ng

i npl enment ati on considerations still apply and are included bel ow for conveni ence.

EFFECTI VE DATE

The PITL and B&CTL provi sions would apply to taxable or income years begi nning on
or after January 1, 1998. The Governnent Code provisions would be operative on
January 1, 1999.

LEG SLATI VE HI STORY

AB 3, AB 82, AB 1937, AB 2205, SB 1631, SB 2079 (1998); AB 69, AB 797 (Stats.
1997, Ch. 461), AB 1217 (Stats. 1997, Ch. 602), SB200 (Stats. 1997, Ch. 609), SB
635, SB 965 (Stats. 1997, Ch. 603); AB 2456 (1996), AB296 (Stats. 1996, Ch.
953), SB 715 (Stats. 1996, Ch. 952), SB 2023 (Stats. 1996, Ch. 955); SB 712
(Stats. 1995, Ch. 494); AB 2206 (Stats. 1994, Ch. 853), SB1438 (Stats. 1994, Ch.
754), SB 1770 (Stats. 1994, Ch. 755).

PROGRAM HI STORY/ BACKGROUND

California has five types of econom c devel opnment areas that have simlar tax
i ncentives:

Ent erpri se Zones,

Los Angel es Revitalization Zone (LARZ),

Local Agency MIlitary Base Recovery Areas (LAMBRA),
Targeted Tax Area (TTA), and

Manuf act uri ng Enhancenent Areas (MEA)

The foll ow ng table shows the incentives available to each of the econom c
devel opnent ar eas.

Types of |ncentives EZ LARZ LAVBRA TTA MVEA
Sal es or Use Tax Credit X X X X

Hring Credit X X X X X
Construction Hiring Credit X

Enpl oyee Wage Credit X

Busi ness Expense Deducti on X X X X

Net | nterest Deduction X X

Net Qperating Loss X X X X

* NOTE: the LARZ expires Decenber 1, 1998.
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SPECI FI C FI NDI NGS

Under the Governnent Code, existing state |lawallows the governing body of a city
or county to apply for designation as an enterprise zone. Using specified
criteria, TCA designates enterprise zones fromthe applications received fromthe
governing bodies. Enterprise zones are designated for 15 years, and TCA has
designated the 39 enterprise zones authorized under existing |aw

Under the Revenue and Taxation Code, existing state |awprovides special tax

i ncentives for taxpayers conducting business activities within enterprise zones.
These incentives include a sales or use tax credit, hiring credit, business
expense deduction, and special net operating loss treatnent. Additionally, the
Enterprise Zone Act provides incentives to taxpayers other than those operating
in the enterprise zone: a net interest deduction for businesses that nake | oans
to businesses within the enterprise zone and a tax credit for enployees working
in an enterprise zone. See Attachnment A for a detailed discussion of each tax

i ncentive.

Exi sting federal and state | aws provide various tax credits that are designed to
provide tax relief for taxpayers who nust incur certain expenses (e.g., child and
dependent care credits) or to influence behavior, including business practices
and decisions (e.g., research credits).

Exi sting federal and state | aws provide a credit for specified percentages of the
anount of a taxpayer's qualified research expenditures. Qualified research
expenditures eligible for the credit consist of: (1) "in-house" expenses of the

t axpayer for research wages and supplies used in research; (2) certain tine-
sharing costs for conmputer use in research; and (3) a specified percentage of
anounts paid by the taxpayer for contract research conducted on the taxpayer's
behal f. Further, the research nust be undertaken for the purpose of discovering
information that is technological in nature, the application of which is intended
to be useful in the devel opnent of a new or inproved busi ness conponent of the

t axpayer, and nust pertain to functional aspects, performance, reliability, or
qual ify of a business conponent. Research does not qualify for the credit if
substantially all of the activities relate to style, taste, cosnetic, or seasona
design factors. |In addition, research does not qualify for the credit if
conducted after the beginning of conmercial production of the business conponent,
if related to the adaptation of an existing business conponent to a particul ar
custoner's requirenents, if related to the duplication of an existing business
conmponent from a physical exam nation of the conmponent itself or certain other
information, or if related to certain efficiency surveys, market research or
devel opnent, or routine quality control

SB 1881 would require the TCA to select an application for an enterprise zone
froma county that neets the following criteria:

1. The county has a population of no nore than 1.2 mllion residents.
2. The unenploynment rate in the county is at |east 15%
3. At |east 30% of the county's population is receiving public assistance.

4. The nmedian famly income within the county is $29, 000 or |ess.
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5. The county authorizes a research and devel opnent incentive paynent in the form
of an annual reinbursenent for |ocal ad val orem property tax revenue, as
speci fi ed.

This bill, under the Governnment Code, woul d define "research and devel opnent” as
research perfornmed or conpleted to discover information that is technological in
nature and i ntended to be useful in the devel opnent of a new or inproved busi ness
conmponent. In addition, to qualify for the incentive paynent, the research nust
be related to elenments of a process or experinentation for a functional purpose,

i ncl udi ng any of the purposes provided under the federal research and devel opnent
credit relating to new or inproved function or relating to performance,
reliability, or quality.

Under the Governnment Code, this bill would specify that all tax incentives
provi ded to existing enterprise zones under the Revenue and Taxati on Code woul d
apply to the new enterprise zone designated under this bill

Under the PITL and B&CTL, this bill would provide an additional credit for

busi nesses operating a trade or business in the new enterprise zone for 80% of
the amobunt paid for research and devel opnent, as defined in the Governnment Code,
performed at the taxpayer's trade or business located in the new enterprise zone.
Since this bill does not specify otherw se, the general rules regarding the

di vision of credits anong taxpayers would apply. The credit would not reduce
regular tax below tentative mnimumtax for alternative m ninmumtax purposes.

Pol i cy Consi derati ons

This bill would allow taxpayers in certain circunstances to claimmultiple
speci al tax benefits (one or two credits and a trade or business expense
deduction) for the sane item of research expense. Taxpayers could claimtwo
state credits —the regular research and devel opnent credit and the credit

provi ded under this bill. 1In addition, the bill would require the county to
provi de these taxpayers an incentive paynment for the same item of research
expense.

Al t hough this bill requires that a qualified taxpayer "operate a trade or

busi ness | ocated in the new enterprise zone," utilization of the credit is
not limted to the taxpayer's business activities within the new enterprise
zone. This differs fromthe enterprise zone and Los Angel es Revitalization
Zone (LARZ) credits and net operating loss rules in that many of those
credits and net operating | oss deductions may only be of fset against tax

liability attributable to the enterprise zone or LARZ taxable or net incone.

| npl ement ati on Consi derati ons

Under the PITL and B&CTL, "research and devel opnent” woul d be defined by
reference to the Governnment Code definition. The Governnent Code
subpar agr aph provides a definition, followed by additional criteria that
must be met to qualify for the county incentive paynment. It is unclear
whet her research and devel opnent for the PITL and B&CTL credits nust neet
only the first criterion or all criteria listed in the Governnment Code
subpar agr aph.



Senat e
Anende
Page 5

Bill 1881 (Monteith)
d April 13, 1998
This bill would allow an unlimted carryover for the research and

devel opnent credit. Recently enacted credits have contained a limted
carryover since credits typically are exhausted wi thin eight years.

Techni cal Consi derati on

I n subdivision (a) of Section 23604.5, the proposed anendnents did not
repl ace "County of Merced" with "enterprise zone designated pursuant to
Section 7073.6 of the Governnent Code."

FI SCAL | MPACT

Departmental Costs

If this bill is anended to resolve the inplenmentation consideration
addressed in this analysis, the bill would not significantly inpact the
departnent’s costs.

Tax Revenue Esti mate

The estimated revenue inpact of this bill is shown in the follow ng table:

Revenue | npact of SB 1881 as anended 4/8/98
Ef fective for Tax Years Beginning on and After January 1, 1998
Assuned enactnent after June 30, 1998

$ MIlions
1999- 00 2000-01 2001-02 2002-03
Research and Devel opnent Credit ($7) ($14) ($28) ($51)
Enterprise Zone |ncentives * * (%1) (%1)
Tot al ($7) ($14) ($29) ($52)

* Losses |l ess than $250, 000
** | osses | ess than $500, 000

Thi s anal ysis does not take into account any change in enpl oynent, personal
i ncome, or gross state product that mght result fromthis bill becom ng

I aw.

The estinmates are di scussed separately bel ow.

Revenue Estimate Di scussion: Research Credit

The research and devel opment Credit revenue inpact was estimated as foll ows.
First, the 1994 U. S. total research and devel opnent was prorated to
California based on the 1991 California and U S. research and devel opnent

| evel s given by the National Science Foundation. Next, it was assuned that
only Merced County would neet the criteria specified in the bill. Third,
qualified research and devel opnment in 1994 was estimated as the product of
California research and devel opnent and the ratio of the county over
California nonagricultural enploynent. Estimated research and devel opnment
was adjusted further to account for the follow ng factors:

Exi sting businesses in the county tend to be involved in | ess research
and devel opnment than in other parts of the state.
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It takes tinme for taxpayers to |l earn about the new tax laws and to fully
i npl enent the proper responses.

Many busi nesses outside the county would respond to the incentives of
this proposal by either noving or expandi ng research and devel opnent
activity into the county.

The credit would be limted by alternative m ni mumtax.

Future qualified research and devel opnent expenditures were estimted using
the Departnent of Finance’s projection of corporate profits. Finally, the
revenue inpact was estimated fromthe anount of qualified research and
devel opnent credits that can be applied against available tax liabilities.

If SB 1881, as currently witten, is enacted, taxpayers would receive
mul ti pl e benefits from conducting research and devel opnent in the county —
research and devel opnent incentive paynments fromthe board of supervisors,
the increnmental research and devel opnent credit under current |aw, business
expense deduction, and this proposed research and devel opnent credit.
Furthernore, it is assuned that the research and devel opnent credit
generated under this bill by a conpany |located in the county could be used
to offset taxes incurred by the sane conpany’'s operations |ocated el sewhere.

Revenue Estimate Di scussion: Enterprise Zone

Revenue | osses under the Personal |ncome Tax Law and the Bank and
Corporation Tax Law woul d depend on the nunber of businesses that woul d
purchase qualified property subject to the sales tax, the amount of wages
paid to qualifying enpl oyees, and the state tax liabilities of enployers
claimng tax benefits.

Because the effectiveness of any new enterprise zone i s unknown, the annua
average of $1 million is assumed to be the equilibriumrevenue [ oss of newy
proposed enterprise zones. However, the cunulative loss for the first two
years is expected to be |less than $500, 000.

BOARD POSI TI ON

Pendi ng.

The Board considered this bill, as introduced, at its March 26, 1998, neeting,
and took no position (Julie Bornstein, acting on behalf of Controller Kathleen
Connell was neutral, Menber Dean Andal voted in support, and Robin J. Dezenber,
acting on behalf of Menber Craig L. Brown, abstained). However, the Board has
not considered the bill as proposed to be anended.
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Enterprise Zone Sales or Use Tax Credit

The enterprise zone sales or use tax credit is allowed for an anpbunt equal to the
sal es or use taxes paid on the purchase of qualified machi nery purchased for
exclusive use in an enterprise zone. The amobunt of the credit is limted to the
tax attributable to enterprise zone incone. Qualified machinery is defined as
machi nery and machinery parts used to (1) manufacture, process, conbine, or
otherwi se fabricate a product; (2) produce renewabl e energy resources; or (3)
control air or water pollution. |In addition, qualified machi nery nust be

pur chased and placed in service before the enterprise zone designhation expires.
The maxi mum val ue of property that nmay be eligible for the enterprise zone sal es
or use tax credit is $1 mllion for individuals and $20 m|lion for corporations.

Enterprise Zone Hiring Credit

A business located in an enterprise zone may reduce tax by a percentage of wages
paid to qualified enpl oyees. A qualified enployee nust be hired after the area
is designated an enterprise zone and neet certain other criteria. At |east 90%
of the qualified enployee’s work nust be directly related to a trade or business
| ocated in the enterprise zone and at | east 50% nust be perforned inside the
enterprise zone. The business may claimup to 50% of the wages paid to a
qualified enpl oyee as a credit against tax inposed on enterprise zone incone.
The credit is based on the | esser of the actual hourly wage paid or 150% of the
current mni mum hourly wage. The anount of the credit nust be reduced by any
other federal or state jobs tax credits and the taxpayer’s deduction for ordinary
and necessary trade or business expenses nmust be reduced by the anount of the
hiring credit.

Ent er pri se Zone Busi ness Expense Deduction

A business located in an enterprise zone may el ect to deduct as a busi ness
expense a specified amount of the cost of qualified property purchased for
exclusive use in the enterprise zone. The deduction is allowed in the taxable
year in which the taxpayer places the qualified property in service. The basis
of the property nust be reduced by the anmount of the deduction. The nmaxi num
deduction for all qualified property is the |lesser of 40% of the cost or the
fol | ow ng:

If the property was placed in service:

Mont hs after Maxi mum
desi gnati on deducti on
0to 24 $40, 000
25 to 48 30, 000
48 and over 20, 000
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Enterprise Zone Net QOperating Loss Deduction

A business located in an enterprise zone may elect to carry over 100% of the
enterprise zone net operating | osses (NOLs) to deduct fromenterprise zone incone
of future years. The election nust be nade on the original return for the year
of the loss. The NCOL carryover is determ ned by computing the business |oss that
results from business activity in the LAVBRA

Enterprise Zone Net Interest Deduction

A deduction fromincome is allowed for the anount of net interest earned on | oans
made to a trade or business located in an enterprise zone. Net interest is
defined as the full anmount of the interest |ess any direct expenses (e.g.,

commi ssion paid) incurred in making the loan. The | oan nust be used solely for
busi ness activities within the enterprise zone and the | ender may not have equity
or other ownership interest in the enterprise zone trade or business.

Ent erpri se Zone Enpl oyee Wage Credit

Certain disadvantaged individuals who are allowed a credit for wages received
froman enterprise zone business. Public enployees are not eligible for the
credit. The anount of the credit is 5% of “qualified wages,” defined as wages
subj ect to federal unenpl oynent insurance. For each dollar of incone received by
the taxpayer in excess of qualified wages, the credit is reduced by nine cents.
The credit is not refundable and cannot be carried forward. The anount of the
credit is limted to the ambunt of tax that woul d be inposed on inconme from

enpl oynment in the enterprise zone, conputed as though that incone represented the
taxpayer’s entire taxabl e incone.



